BUSINESS FINANCE DECISIONS
Suggested Answer


Final Examinations – Summer 2008
	
	
	



	Ans.1
	(a)
	COST OF EQUITY OF MR. FARAZ (UNDER CAPM MODEL)
	

	
	
	
	

	
	
	CAPM=RF+(RM-RF) x Beta
	

	
	
	
	

	
	
	Beta = 
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	Company Name
	Market Standard Deviation
	Market Variance
	Co-variance with market
	Beta
	RF
	RM-RF
	Required. Return %
	

	
	
	
	A
	B=A2
	C
	C/B
	
	20%-8%
	
	

	
	
	A
	15%
	0.0225
	2.10%
	0.93
	8%
	12%
	19.16%
	

	
	
	B
	15%
	0.0225
	3.00%
	1.33
	8%
	12%
	23.96%
	

	
	
	C
	15%
	0.0225
	2.60%
	1.16
	8%
	12%
	21.92%
	

	
	
	D
	15%
	0.0225
	1.90%
	0.84
	8%
	12%
	18.08%
	

	
	
	E
	15%
	0.0225
	2.80%
	1.25
	8%
	12%
	22.88%
	

	
	
	
	
	
	
	
	
	
	
	

	
	(b)
	(i) Estimated Value of portfolio as at December 31, 2008
	

	
	
	
	
	
	
	
	
	
	

	
	
	Co. Name
	Price on Jan. 1, 08
 (Rs.)
	Dividend yield
	Required Return
	*Price at Dec 31
 (Rs.)
	No. of Shares
	Portfolio Value on Dec 31 (Rs.)
	

	
	
	
	
	
	
	(A)
	(B)
	A X B
	

	
	
	A
	60
	3.50%
	19.16%
	69.40
	15m/60 = 250,000
	17,350,000
	

	
	
	B
	245
	3.00%
	23.96%
	296.35
	18m/245 = 73,469
	21,772,538
	

	
	
	C
	225
	2.50%
	21.92%
	268.70
	22m/225 = 97,778
	26,272,949
	

	
	
	D
	130
	8.00%
	18.08%
	143.10
	25m/130 = 192,308
	27,519,275
	

	
	
	E
	210
	5.00%
	22.88%
	247.55
	20m/210 = 95,238
	23,576,167
	

	
	
	
	
	
	
	
	
	116,490,929
	

	
	
	
	
	
	
	
	
	
	

	
	(ii) Portfolio beta as at December 31, 2008
	

	
	
	

	
	Company Name
	Portfolio Value on Dec 31
	New Investment Weightage
	Beta
	Weighted Beta
	

	
	
	Rs.
	A
	B
	A X B
	

	
	A
	17,350,000
	14.89%
	0.93
	0.14
	

	
	B
	21,772,538
	18.65%
	1.33
	0.25
	

	
	C
	26,272,949
	22.55%
	1.16
	0.26
	

	
	D
	27,519,275
	23.62%
	0.84
	0.20
	

	
	E
	23,576,167
	20.24%
	1.25
	0.25
	

	
	
	116,490,929
	
	
	1.10
	

	
	
	
	
	
	
	

	
	(iii) Estimated Total return on portfolio
	

	
	Company Name
	Beg. Price
	End Price
	Capital Gain
	Dividend
	Total Return
	

	
	
	(A)
	(B)
	B-A
	A x Div. yield
	
	

	
	
	Rs.
	Rs.
	Rs.
	Rs.
	Rs.
	

	
	A
	15,000,000
	17,350,000
	2,350,000
	525,000
	2,875,000
	

	
	B
	18,000,000
	21,772,538
	3,792,538
	540,000
	4,312,538
	

	
	C
	22,000,000
	26,272,949
	4,272,949
	550,000
	4,822,949
	

	
	D
	25,000,000
	27,519,275
	2,519,275
	2,000,000
	4,519,275
	

	
	E
	20,000,000
	23,576,167
	3,576,167
	1,000,000
	4,576,167
	

	
	
	
	
	16,490,929
	4,615,000
	21,105,929
	

	
	OR
	

	
	Company Name

Portfolio Value on January  1

Required return

Total Return

Rs.

Rs.

A

15,000,000

19.16%

2,875,000

B

18,000,000

23.96%

4,312,538

C

22,000,000

21.92%

4,822,949

D

25,000,000

18.08%

4,519,275

E

20,000,000

22.88%

4,576,167

100,000,000

21,105,929


	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Ans.2
	(a)   Market Price of Share
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	       = 9% + 6.25% x 1.6
	

	
	      = 19%
	

	
	
	Rupees
	
	

	
	Current dividend expected (Rs. 1.25 x (1+10%)
	1.375
	
	

	
	
	
	
	

	
	Present value of all future dividends 
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	16.806
	
	

	
	
	
	
	

	
	Market price of share
	18.181
	
	

	
	
	
	

	
	Market Price of TFCs
	
	

	
	
	
	

	
	Calculation of TFCs Market Price (cum interest)
	

	
	
	Factor
	Amount (Rs.)
	PV

 (Rs.)
	

	
	PV of 1st Coupon today 
	1.000
	6.00
	6.00
	

	
	PV of 5 Coupons today @ 11%
	3.696
	6.00
	22.18
	

	
	PV of Redemption today @ 11%
	0.593
	130.98
	77.67
	

	
	
	
	(W-1)
	
	

	
	Market Price today (cum interest)
	
	
	105.84
	

	
	*KIBOR + 2% i.e. prevailing commercial rate
	

	
	
	

	
	W-1 Calculation of Redemption Price
	
	
	
	

	
	
	
	Rs.
	
	

	
	        Issue Price
	
	100.00
	
	

	
	        Less: Present Value of Coupons at 10%
	(4.355[Factor] x Rs. 6)
	26.13 
	
	

	
	        Hence PV of Redemption Price must be 
	
	73.87
	
	

	
	        Price on redemption @ 10% (Rs. 73.87 / 0.564 [Factor])
	130.98
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	(b) Weightage Average Cost of Capital
	

	
	
	
	

	
	
	Price

Rs.
	No. of shares
	Value

Rs. Million
	Cost %
	

	
	Equity (Ex-Dividend)
	16.806
	40,000,000
	672
	19.00%
	

	
	TFCs (Ex-Interest)
	*99.84
	**5,410,000
	540
	11.00%
	

	
	Bank Loan (equals to book value)
	
	
	80
	12.00%
	

	
	
	
	
	1,292
	
	

	
	* Rs. 105.84 – 6 = 99.84
	

	
	** Rs. 595/1.1 = 541m / Rs. 100 = 5.41 million shares
	

	
	
	

	
	WACC = Weks + Wdkd (1-T) + Wdkd (1-T)
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	Ans.3
	(a)
	
	Rs. in million
	

	
	
	Existing value of equity
	672
	

	
	
	Existing value of debt
	599
	

	
	
	Total MV of the company before investments
	1,271
	

	
	
	
	
	

	
	
	Increase in MV if the new project to be undertaken
	
	

	
	
	NPV of new project, if funded from all equity
	60
	

	
	
	Investment required
	399
	

	
	
	Total Market Value of the company after investment (ungeared)
	1,730
	

	
	
	
	
	

	
	
	Benefit of tax shield on debt funding (D x t)

(Assume the value of debt = X)
	35% of X
	

	
	
	
	
	

	
	
	Total market value of the company after investments (geared)
	Rs. 1,730 + 35% of X
	

	
	
	
	
	

	
	
	Maximum debt will be half of the above i.e.
	Rs. 865 + 17.5% of X
	

	
	
	
	
	

	
	
	Existing debt
	599
	

	
	
	
	
	

	
	
	Hence, new debt should be
	Rs. 266 + 17.5% of X
	

	
	
	
	
	

	
	
	New debt will be (Rs. 266 / 82.5%)
	322
	

	
	
	
	
	

	
	
	Less: Total investments required
	399
	

	
	
	
	
	

	
	
	Minimum increase in equity required
	77
	

	
	
	
	
	

	
	(b)
	(i)
	
	Rs. in million
	

	
	
	
	Existing equity
	672
	

	
	
	
	New equity
	77
	

	
	
	
	NPV of the new project (ungeared)
	60
	

	
	
	
	Benefit of tax shield on debt funding (Rs. 322 x 35%)
	113
	

	
	
	
	Value of equity after investment is taken up
	922
	

	
	
	
	
	
	

	
	
	
	Price to remain the same
	Rs. 16.8
	

	
	
	
	
	
	

	
	
	
	Hence, number of new total shares
	54,880,952
	

	
	
	
	Existing shares (given)
	40,000,000
	

	
	
	
	New shares to be issued
	14,880,952
	

	
	
	
	
	
	

	
	
	
	Right shares ratio (14,880,952 / 40,000,000)
	3.72:10
	

	
	
	
	
	
	

	
	
	
	Amount to be raised through equity
	Rs. 77,000,000
	

	
	
	
	
	
	

	
	
	
	Right share price (Rs. 77,000,000 / 14,880,952)
	Rs. 5.17
	

	
	
	
	
	
	

	
	
	(ii)
	Value of equity after investment is taken up
	Rs. 922,000,000
	

	
	
	
	
	
	

	
	
	
	No. of shares already issued
	40,000,000
	

	
	
	
	
	
	

	
	
	
	New issue of ordinary shares (Rs. 77,000,000 / Rs. 14)
	5,500,000
	

	
	
	
	
	45,500,000
	

	
	
	
	
	
	

	
	
	
	Market value of shares after new share issue
	Rs. 20.26
	

	
	
	
	
	
	

	
	
	
	
	
	

	Ans.4
	I would recommend to the management of the company to consider option B as this option provides NPV of cash outflow of Rs. 1,988,750 to the company which is lower by Rs. 455,798 in comparison to option A. Detailed computation is as follows:
	

	
	
	

	
	Year
	Security deposits
	Salvage value
	Lease payment
	Tax benefits 35%
	Net cash outflow
	PV Factor 14%
	PV
	

	
	
	---------------------------R u p e e s ---------------------------
	
	Rs.
	

	
	0
	320,000
	
	860,000
	-
	1,180,000
	1.000
	1,180,000
	

	
	1
	
	
	860,000
	(301,000)
	559,000
	0.877
	490,243
	

	
	2
	
	
	860,000
	(301,000)
	559,000
	0.769
	429,871
	

	
	3
	
	
	860,000
	(301,000)
	559,000
	0.675
	377,325
	

	
	4
	
	
	860,000
	(301,000)
	559,000
	0.592
	330,928
	

	
	5
	
	(400,000)
	-
	(301,000)
	(701,000)
	0.519
	(363,819)
	

	
	
	
	
	
	
	
	
	2,444,548
	

	
	
	
	
	
	
	
	
	
	

	
	OR
	

	
	
	
	
	
	
	
	
	
	

	
	
	Description
	Rupees
	PV factor
	PV
	
	

	
	
	
	
	
	Rupees
	
	

	
	
	Security deposit
	320,000
	1
	320,000
	
	

	
	
	Lease paymentS
	860,000
	3.913
	3,365,180
	
	

	
	
	Tax benefit @35%
	301,000
	3.432
	(1,033,032)
	
	

	
	
	Salvage value
	400,000
	0.519
	(207,600)
	
	

	
	
	
	
	
	2,444,548
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	Year
	Loan payment
	Interest @ 11%
	Principal Repayment
	Balance
	Insurance
	Depreciation
	Tax Shield @ 35%
	Salvage value
	Outflow
	PV Factor @14%
	PV 
(Rs.)

	
	
	
	
	
	
	
	Initial
	Normal
	
	
	
	
	

	
	- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  R    u     p     e     e     s  - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
	
	

	
	0
	-
	-
	-
	3,200,000
	96,000
	-
	-
	-
	-
	96,000
	1.000
	96,000

	
	1
	865,825
	352,000
	513,825
	2,686,175
	96,000
	1,600,000
	160,000
	(772,800)
	-
	189,025
	0.877
	165,775

	
	2
	865,825
	295,479
	570,346
	2,115,829
	96,000
	-
	144,000
	(187,418)
	-
	774,407
	0.769
	595,519

	
	3
	865,825
	232,741
	633,084
	1,482,023
	96,000
	-
	129,600
	(160,419)
	-
	801,406
	0.675
	540,949

	
	4
	865,825
	163,102
	702,723
	780,023
	96,000
	-
	116,640
	(131,510)
	-
	830,315
	0.592
	491,547

	
	5
	865,825
	85,802
	780,023
	0
	-
	-
	104,976
	*(291,081)
	400,000
	190,674
	0.519
	98,960

	
	
	
	
	
	
	
	
	
	
	
	
	
	1,988,750

	
	*This includes tax benefit / loss on disposal amounted to Rs. 190,674. Computation of this tax benefit is as follows:

	
	

	
	Rs.

Cost of machine

3,200,000

Less: Initial and normal depreciation

2,255,216

Tax WDV

944,784

Less: Sales value

400,000

Tax loss

544,784

Tax benefits @35%

190,674




	Ans.5
	(a)
	To:     Board of Directors
	

	
	
	From:  XYZ
	

	
	
	Date:  June 4, 2008
	

	
	
	Sub:   Report on Demerger Scheme
	

	
	
	
	

	
	
	Dear Sirs,
	

	
	
	
	

	
	
	My comments on demerger scheme are as follows:
	

	
	
	
	

	
	
	a) If the company opts for demerger scheme, the ordinary shareholder will get a surplus of Rs.28.64 million details of which are as follows:
	

	
	
	
	

	
	
	
	Rupees
in million
	
	

	
	
	Value of OCX
	276.59
	Annexure ‘A’
	

	
	
	Value of OCY
	281.05
	Annexure ‘B’
	

	
	
	Total value of both the companies
	557.64
	
	

	
	
	
	
	
	

	
	
	Current market value of HL
	
	
	

	
	
	 Equity (5 million shares of Rs. 90)
	450.00
	
	

	
	
	 Debt (40+30*130/100)
	79.00
	
	

	
	
	Surplus
	529.00
	
	

	
	
	
	28.64
	
	

	
	
	
	
	
	

	
	
	As the demerger of two separate divisions has increased the value of two companies by approx. 5.4% as compare to current market value, it appears that HL should float the two divisions separately.
	

	
	
	
	

	
	(b)
	The following additional information and analysis would be relevant in the process of decision making:
	

	
	
	(i) 
	Other details of items included in the profit and loss statement and information such as expected future growth could have been useful in determining the operating cash flows more accurately.
	

	
	
	(ii) 
	The model uses operating cash flows. A more reliable estimate of value might be free cash flows, taking into account the investment needs of both divisions. 
	

	
	
	(iii) 
	 The cash flow forecasts as they stand, appear to take no account of uncertainty. It would have been helpful to see best-worst estimates, simulations or other techniques that incorporate uncertainty. 
	

	
	
	(iv) 
	 The risk profiles of the companies have not been considered.
	

	
	
	(v) 
	Individual divisions might be more vulnerable to takeovers because of their smaller size.
	

	
	
	(vi) 
	The views of the shareholders shall be important in reaching a final decision.
	

	
	
	(vii) 
	How will the decision impact on the company’s ability to negotiate better terms with the suppliers, financial institutions, etc?
	

	
	
	(viii) 
	The interests of other stakeholders may have to be taken into account – what will employees feel about the split, will there be fewer management opportunities available, and how will creditors view their security?
	

	
	
	
	

	
	
	
	

	 
	
	
	

	
	
	
	

	
	Annexure A – Value of HX
	

	
	
	Year
	1
	2
	3 onward
	Total
	

	
	
	---------- Rupees in million -----------
	

	
	Profit before tax and depreciation
	39.00
	42.00
	44.00
	
	

	
	Depreciation
	12.00
	11.00
	13.00
	
	

	
	Profit before tax
	27.00
	31.00
	31.00
	
	

	
	Tax (30%)
	(8.10)
	(9.30)
	(9.30)
	
	

	
	Profit after tax
	18.90
	21.70
	21.70
	
	

	
	Add back depreciation
	12.00
	11.00
	13.00
	
	

	
	One time costs
	(8.50)
	-
	-
	
	

	
	Net cash inflow
	22.40
	32.70
	34.70
	
	

	
	
	
	
	
	
	

	
	Discount factors (12% [W-1])
	0.8929
	0.7972
	6.6432
	W-2
	

	
	Present value of net cash inflows
	20.00
	26.07
	230.52
	276.59
	

	
	
	

	
	W-1: Adjustment of inflation in the discount rate
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	W-2: Present value factor from year 3 to infinity
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	Annexure B – Value of HY
	

	
	
	Year
	1
	2
	3 onward
	Total
	

	
	
	---------- Rupees in million -----------
	

	
	Profit before tax and depreciation
	26.00
	34.00
	36.00
	
	

	
	Depreciation
	
[image: image9.wmf]9.00
	10.00
	11.00
	
	

	
	Profit before tax
	17.00
	24.00
	25.00
	
	

	
	Tax (25%)
	(4.25)
	(6.00)
	(6.25)
	
	

	
	Profit after tax
	12.75
	18.00
	18.75
	
	

	
	Add back depreciation
	9.00
	10.00
	11.00
	
	

	
	One time costs
	(8.50)
	-
	-
	
	

	
	Net cash inflow
	13.25
	28.00
	29.75
	
	

	
	
	
	
	
	
	

	
	Discount factors (10% [W-3])
	0.9091
	0.8265
	8.2644
	W-4
	

	
	Present value of net cash inflows
	12.05
	23.14
	245.87
	281.05 
	

	
	`
	

	
	W-3: Adjustment of inflation in the discount rate
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	W-4: Present value factor from year 3 to infinity
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	Ans.6
	(a) If shipment is made in accordance with the Schedule
	

	
	
	

	
	Purchases
	
	
	
	
	
	

	
	Month
	Per Ton Cost (Bhat)
	Qty. (Ton)
	Amount (Bhat)
	Conv. Rate
	Rupees
	

	
	June (Buy one month forward)
	50,000 
	4,000 
	200,000,000 
	2.33 
	    466,000,000 
	

	
	July (Buy two month forward)
	50,000 
	6,000 
	300,000,000 
	2.31 
	693,000,000 
	

	
	
	
	
	
	
	 1,159,000,000 
	

	
	
	
	
	
	
	
	

	
	Sales
	
	
	
	
	
	

	
	Month
	Per Ton Revenue (US $)
	Qty. (Ton)
	Amount (US$)
	Conv. Rate
	Rupees
	

	
	July (Sell two month fwd.)
	      2,000 
	4,000 
	8,000,000 
	65.77 
	    526,160,000 
	

	
	Aug. (Sell three month fwd.)
	2,000 
	6,000 
	12,000,000 
	66.10 
	    793,200,000 
	

	
	
	
	
	
	
	 1,319,360,000 
	

	
	
	
	
	
	
	
	

	
	Profit on transactions (sales minus purchases)
	
	
	    160,360,000 
	

	
	
	
	
	
	
	
	

	
	 Less: Commission costs (0.01%)
	
	
	         (247,836)
	

	
	
	
	
	
	
	    160,112,164 
	

	
	
	

	
	(b) If the shipment is delayed for a period of two month
	

	
	
	

	
	Purchases
	
	
	
	
	
	

	
	Month
	Per Ton Cost (Bhat)
	Qty. (Ton)
	Amount (Bhat)
	Conv. Rate
	Rupees
	

	
	June (Buy one month forward)
	50,000 
	4,000 
	200,000,000 
	2.33 
	    466,000,000 
	

	
	July (Buy two month forward)
	50,000 
	6,000 
	300,000,000 
	2.31 
	    693,000,000 
	

	
	July (Cancelled at spot)
	50,000 
	(6,000)
	(300,000,000)
	2.29 
	   (687,000,000)
	

	
	July (Buy 2 months forward)
	50,000 
	6,000 
	300,000,000 
	2.28 
	    684,000,000 
	

	
	
	
	
	
	
	 1,156,000,000 
	

	
	
	
	
	
	
	
	

	
	Sales
	
	
	
	
	
	

	
	Month
	Per Ton Revenue (US $)
	Qty. (Ton)
	Amount (US$)
	Conv. Rate
	Rupees
	

	
	July (Sell two month forward)
	2,000 
	4,000 
	8,000,000 
	65.77 
	    526,160,000 
	

	
	Aug. (Sell three month forward)
	2,000 
	6,000 
	12,000,000 
	66.10 
	    793,200,000 
	

	
	July (Buy 1 month forward)
	2,000 
	(6,000)
	(12,000,000)
	65.96 
	   (791,520,000)
	

	
	July (Sell 3 month forward)
	2,000 
	6,000 
	12,000,000 
	66.38 
	    796,560,000 
	

	
	
	
	
	
	
	 1,324,400,000 
	

	
	
	
	
	
	
	
	

	
	Profit on transactions (sales minus purchases)
	
	
	    168,400,000 
	

	
	
	
	
	
	
	
	

	
	Less: Commission costs   (0.01%)
	
	
	         (475,044)
	

	
	
	
	
	
	
	    167,924,956 
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	(c) If shipment is cancelled on July 31, 2008
	

	
	
	

	
	Purchases
	
	
	
	
	
	

	
	Month
	Per Ton Cost (Bhat)
	Qty. (Ton)
	Amount (Bhat)
	Conv. Rate
	Rupees
	

	
	June (Buy one month forward)
	50,000 
	4,000 
	200,000,000 
	 2.33 
	    466,000,000 
	

	
	July (Buy two month forward)
	50,000 
	6,000 
	300,000,000 
	 2.31 
	    693,000,000 
	

	
	July (Cancelled at spot)
	50,000 
	(6,000)
	(300,000,000)
	2.29 
	   (687,000,000)
	

	
	
	
	
	
	
	    472,000,000 
	

	
	
	
	
	
	
	
	

	
	Sales
	
	
	
	
	
	

	
	Month
	Per Ton Revenue (US $)
	Qty. (Ton)
	Amount (US$)
	Conv. Rate
	Rupees
	

	
	July (Sell two month forward)
	2,000 
	4,000 
	8,000,000 
	65.77 
	    526,160,000 
	

	
	Aug. (Sell three month fwd.)
	2,000 
	6,000 
	12,000,000 
	66.10 
	    793,200,000 
	

	
	July (Buy 1 month forward)
	2,000 
	(6,000)
	(12,000,000)
	65.96 
	   (791,520,000)
	

	
	
	
	
	
	
	    527,840,000 
	

	
	
	
	
	
	
	
	

	
	Profit on transactions (sales minus purchases)
	
	
	      55,840,000 
	

	
	
	
	
	
	
	
	

	
	Less: Commission costs (0.01%)
	
	
	         (326,988)
	

	
	        
	
	
	
	
	
	

	
	
	
	
	
	
	      55,513,012 
	


(The End)
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